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cons of consumption taxstion and also analyzes
the major alternative approaches o structuring
a new tax of that type.

The governmams of most industrializad na-
tons, especially in the European Community,
use consumption taxes far more than the United
Swntes. While I8 perceni of povernment rev-
enue comes from faxes on conmsumption in the
United States, the comparable figures are 26
percent for Germany, 29 percent for France,
and 31 percent for the United Kingdom,

The increasingly international nature of bos-
iness competition reguires updating the Amer-
ican tax system 1o global realities. There are
several basic arguments which economists have
offered over the years for shifting the primary
base of taxation from income to consumption.
It puts the fiscal burden on what people take
from society — the goods and services they
consume — rather than on what they contribute
by working and saving. ‘Thus, saving is
encouraged at the expense of consumption.
Unlike current consumption, saving makes pos-
sible investment in folure economic growth.
True, problems will arise in setting up a new
tax, just s difficulties are encountered with the
more limited changes that Congress has been
enacting yearly.

There are two major types of copsumption
taxes. One is a value-added tax (VAT), such
a8 is customary in Western Europe. The sec-
ond approach is to change the current income
tax to an expenditure tax by exempting saving.
Unlike selective excize taxes (such as those cur-
rently levied on cigarettes and alcohol), a
value-added tax is comprehensive. It is paid by
each enterprise in the chain of production —
manufacturer, wholesaler, and retailer. Dupli-
cation is svoided by taxing only the added
valoe that the firm contributes to the goods or
services it produces. Essentially, value added
iz the difference between 3 business's sales and
its purchases from other companies.

Let us examine the basic argument for en-
couraging capital formation by means of tax
reform,

Promoting Investment and
Economic Growth

To many citizens, any discussion of capital
formation immediately brings to mind visions
of greedy bankers, wealthy coupon clippers,
and — 0 use what i3 10 many a pejorative
word — capitalists. Nevertheless, capital plays
& pivotal rele in providing the basis for the fu-
ture standard of living of any society. Capital
is essential for increasing productivity and thus
providing the basis for rising real incomes.

A rising stock of capltal is necessary
Jfor any growing soclety.

Educators at times find it amusing when
some of their students discover communist-
oriented economists writing about the necessity
to hold down consumption in the Chinese econ-
amy in order o free up the capital resources
needed to invest in the future growth of that
economy. “Why, they are not even a capitalist
society,” these students will note in wonder-
mang.

Then the thought will sink in that a rising
stock of capital is necessary for any growing
society — capitalist (that is, private-enterprise
or market-oriented) or other (socialist, commu-
nist, and 50 on). It is really & basic matter of
how much we want 1o eat, drink, and be merry
ixday, and how much we want 1o sef aside for
tomorrow,  Boiled down to its fundamentals,
assuring an adequate flow of saving and invest-
ment is little more than demonstrating a proper
concern for the future.

A slow pace of capital formation in the
United States is especially troublesome at a
time of heightened global competition, when
modern, state-of-the-art machinery and equip-
ment are necessary to match foreign firms with
low-wage structures.



Any doubt about the tendency of the 1S,
tax system o be biased in favor of consumption
and against saving can be resolved guickly with
a very simple example. Consider three factory
workers, A, B, and C, each of the sama age,
with the same work experience and size of fam-
ily, and with the same compensation. Mr. A
regularly spends what he eams, no more and
no less. Mrs. B, a saver, deposits a portion of
her paycheck into a savings account each week,
Mr. C not only spends everything he earns but
also borrows to the hilt, having bought as ex-
pensive a house as he could obtain financing
for

It is intoresting to compare the differential
tax burden of these three workers, Clearly,
Mrs. B, the saver, will have the highest tax
bill, for she pays taxes on her wages as well as
on the interest that she earns on her savings ac-
count. Mr. C winds up with lowest tax bill, as
he receives a tax deduction for the interest he
pays on his large mortgage. Actual practice in-
cludes many variations in the tax treatment of
gpecific financial transactions. Yet, for the av-
erage citizen, the existing personal income tax
structure favors consumption over saving. In
addition, many of the government spending
programs — suth as welfare and food stamps
— pperate with & similar effect.

Let us assume that A, B, and C all get laid
off at the same time and that none of them ob-
tains a new job. Mr. C, the big spender, and
Mr. A, the pay-as-you-go man, will quickly be
eligible to receive welfare, food stamps, and re-
lated benefits. The last w qualify for federal
assistance will be Mrz. B, the big saver. Un-
like the good Lord, the feds do not seem to
help those who help themselves.

Changing the Tax Structure
All this is no justification for returning to
the revenue structure of 1986 and prior years,

although incentives for saving and investment
were greater than they are today. Surely, the
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elimination of many tax shelters was a definite
plus for the efficiency of the economy, because
s0 many of them had financed investments in
uneconomical projects whose major purpose
was (0 generate tax benefits.

Mor is there a nead to jump to the con-
¢lusion that the investmenl incentives available
under the tax structure of the early 1980s pro-
vided the most cost-effective way of encour-
aging capital formation. Nevertheless, one im-
portant decision for the 1990s iz to consider
moving to @ tax system that is more favorable
to saving and investment, the keys (0 economic
growth and rising living standards.

Many analysts believe thar ir is fafrer
to tax people on whar they rake from society,
rather than on what they contribute
by working and Investing.

A fundamental tax change would be to sub-
stitute consumption for income as the basis for
computing tax lishilities. A consumption-based
tax has been described by the American Coun-
cil for Capital Formation as the next frontier in
U8, tax policy.

Although the subject has only recently
gained public attention, for years economists
have debated the respective merits of income
and consumption as the basis for taxation. The
United States uses tion taxes to a far
lesser degres than most other developed West-
ern nations. In 1989, the 24 members of the
Organization for Economic Cooperation and
Development obtained an average 34 percent of
their revenue from taxes on consumption. For
the United Seates, the ratio was 15 percent.
Japan has since increased its dependence on
consumption taxation.

Many analysts believe that it is fairer to tax
pecple on what they take from society, rather
than on what they contribute by working and
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investing. In the nineteenth century, classical
economist John Stuart Mill made this point in
advocating the exemption of saving as part of a
“just” income tax system. In the 1940s,
American economist Irving Fisher argued that
the income tax involved double taxation of sav-
ing and distoried the choice of individuals in
favor of consumption. Thus, not only is the in-
come tax unjust, but it encourages consumption
and leisure at the expense of thrift and enter-
prise,

The U.S. Treasury actually proposed a
"spending tax® in 1942 af a temporary wanime
measure to curb inflation. The proposal was
quickly rejected by Congress. A major argu-
ment against such & tax — then and now — is
that the exemption of saving would favor the
rich, since they are better sble to save large
portions of their incomes. Some believe that
this would lead to greater concentrations of
wealth in the hands of a few. Proponents of a
consumption tax respond that it can be made as
steeply progressive as desired. Moreover, the
recent trend in income taxation in the United
States has been away from progressive and to-
ward a flatter, more proportional revenue
structure. The 1981 and 1986 tax statutes are
striking cases in point.

Another objection to the consumption base
is that it would favor the miser over the spend-
thrift, even when both have similar spending
power or ability 1o pay. The response offered
to this argument is thal consumption uses up
the resources available to the nation, while sav-
ing adds to these resources. Thus, people
should be taxed on what they take out of the
society's pool of resources, not on what they
put into it

Tax experts have devised, and criticized, a
variety of specific consumption-based taxes.
Mo consensus has yet been reached on the de-
tails. It is likely that three interrelated clusters
of issues will receive increased public attention
in the 1990s: (1) the desirability of a tax on
consumption, () the zpecific form that &t
should take ("top down" or “bottom up”), and
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(3) whether it should replace or augment an
eéxisting tax.,

A Consumption Tax

In practice, much of the impact of shifting
to & consumption tax base would depend on
how the tax was structured, The two major
alternatives a&re consumption taxes levied on
total purchases (top down) and value-added
taxes collected on Individual sales (bottom up).
In theory, the base of the two taxes is the same

(the value of goods and services purchased) and
the ylelds could be very similar.

The income fax encourages consumption
and lelsure at the expense of

thrift and enterprise.

Consumption taxes would be collected much
as income taxes are, levied directly on the tax-
payer. The annual taxpayer return would con-
tinue to comprise the heart of the collection
system, containing exemptions and deductions,
a3 ot present. However, oné major change
would be instituted: the portion of income that
is saved would be exempt from taxation,

Figure 1 is a hypothetical example of a
"ghort form® version of a consumption tax ré-
turn. It shows how the difficult bookkeeping
requirement to tally all consumption outlays
could be structured. The illustrative tax form
is based on the notion that income equals con-
sumption plus saving. Thus, consumption can
be readily estimated, indirectly but accurately,
merely by deducting saving from income (and
taxpayers are used to developing estimates of
their incomes). That new schedule would in-
clude changes in bank balances and in holdings
of bonds, stocks, and similar investment assets,

A tax on consumption could be made as
progressive as any incoms tax by adjusting the
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Table 1

Two Methods of Computing
Value Added

Materiah Mana- Whole Cumu-
liem Producer  factuger usler  Remiler  lative

Pizrchases

of pats  — 5100 $500 3800 S1400 )
Valus Added:

Wages 560 5275 $200  $100 635
Fera 14 ri} &0 50 125
Interest 19 50 25 25 118
Profit i} b2t} 23 = 130
Total Value

Added 5100 5400 5300 5200 51,000
Sales of

oupat  $100 5500 $500 $1.000  $2.400

Mote: Valoe sdded can be eitiratod i o ways:

!Ib Doducting purchascs (rom i:l.]hlw

2) Adding inputs by the firm Exell {
’]'Dﬂ'!ﬂ.l"l} thus 52,400 - Ellﬂ'[l-
5125 + 5110+ 5130 = 51,000

be levied at a uniform rate on all items of con-
sumption. [t does not distort choices among
products or methods of production. Thus,
shifting to a more capital-intensive and perhaps
more profiteble method of production does not
influence the wx burden. Many of these
arguments apply with equal force to any
compre-hensive tax on consumption. Nor Is
the allocation of resources across product,
markat, and industry lines affected by a tax on
value-added. In these regards, the VAT is far
superior to the existing array of selective excise
Laxes,

Advocates of the value-added tax also point
put that, in contrast to an income tax, there is
no penalty for efficiency and no subsidy for
waste, Moreover, the VAT is neutral between
incorporated and wnincorporated businesses
and, theoretically, even between public and pri-
vate enterprises. By focusing on consump
it avoids 2 double tax burden on the returng
from capital. This tax starts off with oo exclu-
sions or exéemptions and thus, at least initially,
provides a broader and fairer tax base, one that
the underground economy will have more diffi-
culty evading. Consumption taxes such as the
VAT are levied on the returns to labor (wages
and salaries) equally with the returns on capital
(rent, interest, and profits).

The VAT has become one of the revenue
workhorses of the world,

Another argument in favor of U.S. adoption
of a value-added tax is that 0 many other na-
tions have adopted this form of revenue. It fits
in better than other taxes with the growing in-
ternationg] character of production. The VAT
has become one of the revenue workhorses of
the world. Virtually every important country
in Europe imposes the tax and it has spread
throughout the Third World. The members of
the European Common Market have used VAT
taxation since the late 19605 or early 1970s. In
1989, Japan impossd a broadbazed 3 percent
siles tax.

Unlike the situation in the United States, the
adoption of 2 tax on value added was trua re-
form in Western Europe. Value-added taxes
lj?iﬂﬂjr replaced an extremely inefficient form

consumption tax that wes already in place, a
cascading sales or turnover revenue system.
Those later taxes apply to the total amount of a
firm's sales rather than only to its value added.
Sales taxes, thus, would be paid over and over
#gain on the same items as they moved from
firm to firm in various stages of the production
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and distribution process. Such cascade-type
taxes favored integrated firms (who could legal-
ly avoid one or more stages of the tax), but
they severely discriminated against independent
companies who operate at only one phase of the
production process.

An added, widely cited reason for adopting
a VAT is the anticipated foreign trade benefits.
Unlike an income tax, 3 sales-based tax can be
imposed on goods entering the country and re-
bated on items leaving — supposedly encour-
aging exports and discouraging imports, Thus,
at first bluth, a VAT would zeem to help re-
duce this nation's presently large deficit.

However, mast economists believe that
fluctuations in exchange rates would largely
offset these initial effects and result in little
change 1n the balance of trade.

Reasons for Opposing a VAT

Opponents: of a value-added tax offer an
extensive list of shoricomings. They contend
that 2 VAT, as in the casé of any consumption-
based revenue source, is inherently regressive
= those least able 1o pay face the highest rates,
That regressivity can be softened by exempting
food and medicine or by refunds to low-income
taxpayers, but such variations make the collec-
tion of the tax more complicated. They also
provide opportunity for people in the under-
ground economy 1o avold paying taxes.

Because the VAT is included in the price of
purchases, it registers in all of the price indices
and, hence, exerts an inflationary force on the
economy. The counterargument is thut this is
only a one-time effect, occurring when the tax
is enacted or increased. However, there would
be secondary effects resulting from the opera-
tion of automatic escalators in wage and price
agreements. That inflationary impact could be
offset by sppropriate changes in monetary pol-
icy, albeit at times with an adverse effect on the
levels of production and employment. Oppo-
nents also charge that a VAT would invade the
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area of sales taxation, traditionally reserved for
state and local governments, However, states
and some localities, have come to rely on in-
come taxés despilte heavy use of the same tax
base by the federal government.

Tuming to the administrative aspects, im
sition of a value-added tax in the United St:g:
would require establishing a new tax-collection
system by the federal government and new
recordkeeping on the part of taxpayers. The
Treasury Department, based on European expe-
rience, believes it would need 18 months afier
enactmant (o begin administering a VAT,

The Treasury Deparmment, based on
European experience, belleves it would
need 18 months after enactment to begin
administering a VAT,

A wvariety of approaches has been suggested
for collecting the new tax. The simplest is the
credit method (see Table 2). Under this ap-
proach, the tax i computed initially on a com-
pany’s tota] sales and the firm Is given credit
for the VAT paid by its suppliers. To a sub-
stantial depree, such a VAT would be self-
enforced. Each company would have a power-
ful incentive to ensure that @is suppliers paid
their full share of the tax, becausa any under-
payment would have to be made up by the next
ﬂnm in the chain of production and distribu-

n.

In practice, the collection of the VAT may
not be 28 simple as shown here. That would be
the case if certain transactions were exempled
(such as food) and if nonprofit institutions and
government enterprises were treated differently
from business firms. Exemptions are no minor
matier in lerms of the administrative complex-
ity that they generatz. In France, a long and
extensive debate occurred over whether or not
Head and Shoulders anti-dandruff shampoo was
2 tax-exempt medicine or a cosmetic subject
the full VAT,
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proposals have been made to make the VAT a
part of the U.5. tax structure.

In 1980, Representative Al Ullman (D-
Ore.), then Chairman of the House Wiys and
Means Committes, introduced a comprehensive
revenuz bill. It provided for individual and
corporate income tax tale reductions, liberal-
ized depreciation rules, expanded retirement
savings provisions and reduced Social Security
taxes, all of which were offset by a 10 percent
tax applied to a moderately narrow value-added
base (which excluded food, housing, medical
care, farmers, fishermen, mass transit, interast,
and exports). Uliman's defeat for reelection
soon after dampened the enthusiasm for a VAT
for some time.

In 1985, Senstor William Roth (R-Del.)
proposed a variation of the VAT called a Busi-
ness Transfer Tax (BTT). It would be a way in
which companies could pay for their Social Se-
curity tax liabilities, The base for the new tax
would be similar to the earlier Ullman pro-
posal. His bill also called for using the net
revenues of his consumption-style tax (after the
Social Security credit) to reduce individual tax
rates and to provide increased individual saving
incentives. In 1986, Senator Roth outlined ex-
plicit income tax rate reductions and inwest-
ment-related provisions which would be funded
by revenues from an eight percent BTT (after
the Social Security credit) applied to a much
broader bage than his earlier proposal.

In 1992, former California Governor Jerry
Brown proposed a 13 percent value-added tax
to accompany the move 10 a flat income tax af
the same rate.

Conclusions

On balance, it seems that & "lop down™ con-
sumption tax would zchieve most of the bene-
fits intended for a VAT with few of the short-
comings of that "bottom up® type of revenue
megsure, Converting the income tax to a con-
sumption tax — unlike adopting a new tax on
value added — does nol require setting up an
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additional collection system. Nor is it regres-
sive or inflationary. Unlike a VAT, trams-
forming the existing income tax does not pro-
vide the federal povernment with 2 new rev-
enue source; therefore, the public sector is not
likely to grow as rapidly.

In contrast, a value-added tax becomes
complicated if an effort is made 1o soften its
regressivity by exempling certain calegories of
expenditures or taxing them at lower rates
(e.g., food, medicine, education).

Converting the income tax fo a
consumnption tax — unlike adopring a new
tax on value added — does not require
setting up an addirional collection system.

It is not surprising that politiclans in many
countries favor sales-type taxation on the as-
sumption that the best tax is a hidden tax. The
fact is that "botiom up” sales taxes souch as a
VAT are rarely identified separately, and the
purchaser merely pays a combined product-and-
tax price. That type of consumption tax thus
finds business firms acting as the middleman
{or womean) between governmént and the con-
sumer, Many companies marketing consumer
products fear that the higher prices resulting
from imposing a VAT will reduce their sales
and profits. Conversely, companies selling
capital equipment and business services tend to
take a more sympathetic aditude toward this
form of government revenue, which would
lighten the tax burden on their customers and,
heance, tend to expand their markets.

Changing the income tax to a comprehen-
sive consumpdion tax, in confrast, would not be
shielded from the knowledge of the taxpayer
and is not likely 0 generate such differential
reactions. In any event, the shift in emphasis
in U.S. taxation from income to consumplion
should on balance generate positive results, es-
pecially in helping to move the economy to &
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